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POSTWAR BUDGET POLICY 


HE number one postwar fiscal problem is budget pol- 

icy. Two closely related issues give this subject great 
importance, The first is the amount of expenditure to be 
authorized; the second is whether or not the expenditures, 
at whatever level established, are to be provided entirely 
out of taxes and other current receipts, or in part out of 
loans. In an earlier article in this series it was pointed out 
that the federal expenditure total can be a relatively mod- 
erate one, if this be the will of the people.1 And of 
course, the smaller the total of expenditures, the easier it 
will be to provide the funds from current revenue. On 
the other hand, the higher the expenditure total, the 
greater the likelihood of resort to loans to defray a part 
of the outgo. 

While this is ordinary political arithmetic, the basic 
budgetary problem is so important as to demand that it be 
faced and decided on other grounds. That is, the real issue 
is whether or not to aim at a balanced budget after the 
war, at whatever level of expenditure may be determined 
upon. 

In this writer's opinion, the correct decision on these 
matters is a plain, direct declaration that an annually 
balanced budget is to be the goal under any and all con- 
ditions likely to be encountered in the postwar period. 

As’ a practical matter it must be understood that an 
exact balance between receipts and expenditures is quite 
unlikely. Neither the taxing nor the spending operations 
of government can be designed with such accuracy as to 
produce a precise balance, however good the intentions 
may be. As long as the objective of fiscal policy is a 
balanced condition, slight variations on either the sur- 
plus or the deficit side would be no cause for concern. 
Nor would they be a repudiation of the principle. 

It must be understood, also, that the federal budget 
act and the organization established under it are not ade- 
quate to the planned achievement of budgetary balance. 
Good budget procedure requires that the legislative body 
consider, as one comprehensive over-all fiscal project, the 
program of expenditure and the program of taxation. Each 


1 ‘Postwar Budgets and Taxes’’, The Tax Review, February, 1945. 


part of the over-all program depends upon the other part. 
The amount to be collected in taxes must be fixed with 
reference to the proposed expenditures; and the amount 
to be spent must be fixed with reference to the burdens 
involved in providing the necessary tax revenue. 

The federal budgetary procedure—so-called—falls far 
short of that which is required if there is to be deliber- 
ate control of budget policy. Consequently, whether there 
is a balance, or a surplus, or a deficit, is largely fortuitous. 
The defects of this procedure and the evident lines of 
improvement must be reserved for discussion at a later 
time. Here the concern is with what the general policy 
should be. 

A declaration of intention to strive for budgetary 
balance would provide strong incentive for the prompt 
introduction of the changes in Congressional and Executive 
procedure whereby this objective could be more certainly 
attained. On the other hand, the failure to establish a 
sound budget policy, which would mean a readiness to 
tolerate or even to seek deficits, would greatly lessen the 
urgency of these improvements. 

Two propositions are involved in the proposed dec- 
laration of budget policy. The first is that a balance should 
be aimed at, and the second is that this should be sought 
annually. It is evident that the balance can be attained 
either by holding down expenditures or by increasing 
revenues. In view of the normal resistance to heavier 
taxes, achievement of the desired result is likely to mean 
that the major emphasis must be upon expenditure control. 

With respect to the general question of a balanced 
budget, this is the only policy that is consistent with 
democratic control of the finances. Such control means 
that the people accept the spending program, year by 
year, and indicate their acceptance by their willingness to 
provide its cost through taxation. When government bor- 
rows to pay a part of its current operating costs, there is 
a distortion of the fundamental relationship between ben- 
efits and burdens. It becomes impossible, because of this 
distortion, for the people to judge the real merit of the 
spending proposals, since they appear to provide benefits 
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which afe costless. Nothing worth having is ever really 
costless, but under a deficit there is created the illusion 
that government is able to do that which no individual or 
no other human agency can do, namely, give the people 
something for nothing. As the citizens become more 
thoroughly imbued with a belief in the government's 
ability to provide large benefits without cost, they grow 
more and more reluctant to revert to the hard way of sup- 
porting the public services, that is, by paying taxes. It is 
for this reason that the habit of relying on deficits is so 
hard to break. 


It is now fifteen years since the federal revenues equalled 
the federal spending, and a large proportion of the popu- 
lation now living in the United States has no conception 
of experience under any other fiscal policy than that of 
a deficit. Assuming that ordinarily a serious understand- 
ing of the meaning of fiscal matters is not attained until 
about age 20 (and the customary age requirement of 21 
years for eligibility to vote suggests the general view 
that the maturity requisite for participation in public 
affairs is not attained earlier as a rule), then it follows 
that all persons in the United States under age 35 have 
no clear first-hand knowledge or recollection of what it 
means for the federal government to operate under a bal- 
anced budget. A Census Bureau estimate of the popula- 
tion in 1945 places the total at 136,448,000, of whom 
78,836,000 would be age 34 or younger. Thus, more than 
half of the people lack civic awareness of a balanced 
budget. It is only natural that they should think of a 
deficit condition as the normal method of operation. It is 
natural, also, that they should think of the federal treas- 
ufy as a store of inexhaustible riches, to be used as freely 
as need be to guarantee every one a job, an income, and 
freedom from all financial cares. 


Despite the voting odds, as suggested by the above data, 
it is likely that a preponderance of expert opinion would 
be in favor of the general proposition of a balanced budget. 
The principal opponents of this idea would be the small 
but articulate group which advocates deliberate resort to 
deficit financing under virtually all circumstances. The lin- 
eage of thinking of this sort can be traced in such schemes 
as land bank notes, free silver, greenbacks, bimetallism, 
pump priming, and the mature economy. But among those 
who would favor the balanced budget, in principle, are 
some who believe that there should be no attempt to do 
this in every fiscal year. That is, they would subscribe 
to the first proposition laid down above, but not to the 
second. 

The current discussion about the budget, for the most 
part, does not hinge so much upon the question of a bal- 
anced condition as it does upon the manner of achieving 
this condition. It is frequently urged that a period of 12 
months is too short; that government should be permitted 


to lay out programs and develop policies which extend over 
longer periods; and that all the requirements of good 
fiscal policy are met if the aggregate of outgos and of re- 
ceipts balance over some longer period than a year. 


To many this is an appealing suggestion which seems 
entirely reasonable. But its appeal lies mainly in its vague 
and indefinite character. No proponent of such an idea has 
ever suggested what the period should be within which 
receipts and expenditures, in toto, should balance. It is 
usually proposed that this balance should occur over an 
economic cycle. From this suggestion has developed the 
theory of the cyclical budget balance. In brief, it involves 
deficits in some years to be offset by surpluses in other 
years, with no permanent increase of the public debt. 
Strictly interpreted, it accepts the economic cycle as more 
or less inevitable. It sets up no pretense that any sort 
of governmental action can prevent cyclical variations. 
It proposes that public spending*be in excess of tax reve- 
nues in the downswing or depression phase, with the 
reverse relationship in the upswing or prospertiy phase. 
That is, taxes should then exceed revenues and the sur- 
pluses provided through careful spending and_ heavier 
taxing should be used to pay off the debt incurred to 
finance the deficits of the depression years. 


The mere statement of this doctrine reveals its weak- 
nesses. It requires the same careful planning as is neces- 
sary under the ai ual budge.. Because of the longer period 
over which the plans must be made and the greater un- 
certainties, the achievement of a balance for the period 
would be more, rather than less, difficult to accomplish. 
For example, it would be important, even essential, to 
determine at the beginning of a depression, its duration 
and probable intensity; and at the same time to deter- 
mine the duration and probable vigor of the ensuing 
prosperity phase. The problem would be to regulate the 
amount of the deficit so as to hold it in balance with the 
probable surplus that is to pay off the debt incurred in 
the depression. Thus, the key to the situation is the pros- 
pective surplus which can be accumulated during a period 
that is not to begin until after an intervening depression 
of unknown extent and severity. The scheme fails unless 
each depression deficit is repaid out of the ensuing pros- 
perity surplus. 

It is hardly necessary to dwell upon the difficulties of 
forecasting and fiscal control that would be involved. 
Upon the estimate of the duration and vigor of the pros- 
perity that is to follow the depression would depend the 
degree to which taxation could be relaxed, or expendi- 
tures increased, during the depression. Aside from this 
formidable obstacle is the problem of assuring that the 
Congress and Administration in power in the prosperous 
years would control expenditures and increase taxes in 
order to create a surplus; and the still more uncertain 
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question of the application of the funds to a debt in- 
curred by a prior political regime, possibly of the oppo- 
sition party. 

A device of this sort might work passably well in a 
completely disciplined economy. Regimentation would not 
provide better foresight but there would be the controls 
over spending, taxing, borrowing, and debt payment that 
would compel the fiscal authorities to clean up accumu- 
lated deficits periodically out of revenue surpluses. For 
an unregimented economy such as we hope the United 
States is to be after the war, the only practical answer is 
that unless we definitely aim at a balanced budget in every 
fiscal year, this result is not likely to be achieved except 
at rare and fortuitous intervals. 


It is plain, of course, that the goal of an annually bal- 
anced budget means an effort to maintain this condition 
during depression years as well as in prosperous years. 
But here is the rub. The principal reason for the devel- 
opment of soft and easy-going proposals like that reviewed 
above is that the proponents of these schemes believe, a) 
that enough revenue cannot be collected in depression 
years, or b) that taxation has grave deflationary effects 
under depression conditions. We must include here those 
who believe that it is the duty as well as the function of 
government to try to throw the depression into reverse 
by spending lavishly, on the theory that the primary cause 
of this phenomenon is a shortage of purchasing power 
and the primary remedy is the manufacture and distribu- 
tion, by government, of more purchasing power. 


These views are based partly on misconception, partly 
on prejudice. The misconception relates to the effects of 
taxation and the prejudice to the methods of taxation. 

Thus, it is generally believed and accepted that any 
effort by government to maintain tax revenues during a 
depression tends to make the depression worse. It is said 
to do this by reducing the amount of available purchasing 
power, thereby lessening the community's capacity to pur- 
chase goods, causing prices to decline still more, and 
bringing about an increase of unemployment. 

This writer holds that the foregoing is an erroneous 
view of the facts. As long as the budget is balanced, 
which means no resort to credit inflation to defray public 
expenses, taxation is so largely a transfer process between 
the citizens and the government as to be essentially neutral 
in its effects upon prices. Over-all purchasing power is 
not reduced because government spending equals the cur- 
tailed spending of the taxpayers; hence total community 
consumption is not necessarily reduced and prices should 
not be depressed by this factor.2 

Taxes can be heavy enough at any time, whether in 
boom or depression, to deter individuals from exerting 





2Cf. The Tax Review, April, 1945. Also Henry C. Wallich, ‘‘Effect of 
Taxation on Investment,’’ Harvard Business Review, Summer 1945, p. 442, 
and especially pp. 448-449. 


the full, vigorous effort of which they are capable. If the 
taxes required during a depression are pushed to this 
point, their restraining influence can scarcely be avoided. 


But it is not necessary to go so far. There is such a 
thing as retrenchment in public expenditures, although 
it is something which does not happen automatically. 
Relief and welfare costs comprise the category of public 
spending which is most likely to rise during a depression. 
As these costs rise, other expenditures should be reduced. 
They can be if there is in operation a sound and effec- 
tive budget procedure for the coritrol of expenditures, and 
if we can be free of the pump primers. The logic of such 
action is that when the citizens can do less for them- 
selves, they can also do less for government. Therefore, 
that which they can do for government should be devoted 
in greater degree to making provision for those who, at 
the moment, can do little or nothing for themselves. 


It is not to be inferred, however, that all capacity to 
support government disappears in a depression. This in- 
ference is likely to be reached when the revenue system 
is unduly restricted in scope and methods. Merely because 
one tax fails is no indication that all taxes would be 
similarly ineffective. The maintenance of a balanced budget 
during a depression, even with larger payments for 
relief, involves getting the necessary revenue in such ways 
as are possible, and devising the tax system to this end. 
Support of the needy means, in the economic sense, shar- 
ing the current product of goods and services with them; 
and taxation for this purpose means an application of a 
portion of the purchasing power which the more fortunate 
derive from pay rolls and other sources to this end. In the 
sense of real income, the true burden of welfare and 
relief is the diversion of product to those who have not 
contributed to its production. The use of taxation is merely 
the translation of the real burden into monetary terms.3 

If the first principle to be observed in striving for an- 
nual budget balance is that aggregate expenditures should 
be reduced in depression years, the second principle is 
that the revenue system should be sufficiently diversified 
to assure reasonable stability of the receipts regardless of 
economic conditions. This second principle means a readi- 
ness to shift the emphasis of the tax system from net in- 
come taxes to excise and sales taxes as the revenue re- 
quirements and the economic situation may indicate. In 
order that such a policy may be effective, it is necessary 
that the diversification of revenue sources be planned in 
advance. Time is required to organize the administra- 
tion of any tax. It would be futile to wait until one tax 
had proved inadequate before introducing another as a 
supplement. While conditions are favorable, as they may 
be for some years after the war, the federal tax system 
should be broadly based in order that it be capable of 





3 Cf. The Tax Review, June, 1945. 
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carrying the load if and when less favorable’ conditions 
appear. 

The importance of diversity of revenue sources may 
be seen from a consideration of our experience with the 
income tax. The record shows that the yield of this tax 
is highly variable and uncertain. It can be enormous in 
prosperous years, or it can virtually disappear in depres- 
sion years. On the other hand, taxes which are based in 
some way upon the spending of income for consumption 
purposes are much more stable. Their yield does not rise 
as high nor fall as low under variable economic condi- 
tions as does that of the tax on net incomes. 

The following comparison of the income tax and the 
tobacco tax after 1930 illustrates the point: 


YIELDS OF THE INCOME TAX AND THE 
TOBACCO TAX, 1930-1933 





(Millions) 
Fiscal Income Tax Tobacco 
Year Corporation Individual Total 
1930....:. $1,263 $1,147 $2,410 $450 
BOB 1.2010 1,026 834 1,860 444 
oe 630 427 1,057 399 
1955...... 394 353 747 403 


Source: Report of the Secretary of the Treasury, 1944, 
Table 8. 

The tobacoo tax was the only federal excise of im- 
portance during this period since liquor taxes were not 
then available because of the 18th Amendment. The 
failure of the net income taxes was conspicuous, while 
the stability of the tobacco tax suggests that other excises, 
or even a general excise or sales tax, would have offset 
the defection of the income tax to a degree which would 
have greatly reduced or even prevented the deficits of 
that period. 

Much of the current writing about and discussion of 
postwar taxation do not place these matters in what the 
present writer would regard as the proper perspective. 
There is no insistence upon a balanced budget, although 
there is a concession that a balance should be achieved 
when the revenues permit or when national income is 
at a sufficiently high level. There is general reliance upon 
the net income tax as the mainstay of the federal reve- 
nues. Excise and sales taxes are opposed or relegated to 
a minor and distinctly supplemental role. 

Views of this sort reflect the current prejudice against 
excise and sales taxes, an attitude which rests upon pe- 
culiar doctrinal grounds that have been the subject of 
criticism in earlier issues of The Tax Review on more 
than one occasion. Even more, these views indicate an 
over-emphasis upon one aspect of the record and a disre- 
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gard of other parts of it. The current belief that the 
net income tax may always be relied upon as a safe and 
sure source of federal revenue probably is based on its 
performance during the war. The acceptance in some 
quarters of the wartime income tax rate levels as reasonable 
for the postwar period appears also to be based on the 
assumption that the war experience is normal. 

The wartime performance of the net income taxes, 
corporate and individual, is strictly in line with the essen- 
tial nature of these taxes. It is no evidence that under other 
economic circumstances they will prove dependable. In fact, 
the record is all against such an assumption. 

The thinking about postwar taxation which would vir- 
tually restrict the federal tax system to the income tax, and 
the apparent tolerance of deficits if and when the national 
income declines—a condition under which the decrease 
of income tax yield would make a deficit unavoidable— 
would perpetuate, if accepted, our national fiscal unpre- 
paredness. All that such a doctrine really offers as fiscal 
resources for the future is the income tax and the public 
debt. 

As part of the planning for a bright new world in 
which some things that have happened are to be pre- 
vented from happening again, we should take steps to 
assure that we shall not again create burdens of taxation 
or of debt repudiation for a future generation by borrow- 
ing our way out of our own troubles. We should have 
what it takes, morally as well as financially, to pay our 
way as we go. We should be as prepared, fiscally, as we 
plan to be in other ways. We should balance the budget 
and keep it balanced, year in and year out. 

A balanced budget is the bulwark of the public credit. 
It is the simple, direct way of meeting governmental 
costs. The balanced budget will not affect prices; it will 
not intensify a depression but will, rather, hasten its pass- 
ing; it will preserve control, by the people, of their gov- 
ernment and of its fiscal program. 

The alternative is a resort to borrowing, which, as ex- 
perience has proven, tends to become habitual because a 
deficit is the kind of emergency that never ends. It means 
burdening the people in a haphazard, unpredictable way 
rather than by the orderly, reviewable procedures of taxa- 
tion. It is a confession of weakness, an evidence of fear 
or unwillingness to face unpleasant facts. Fiscal prepared- 
ness, indicated by a broadly diversified revenue system 
that will support the government’s needs under any and 
all conditions, is as essential as any other form of defense, 
and it is essential also to every other form of prepared- 
ness. 

Harey L. Lutz 
Professor of Public Finance 
Princeton University 
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